MANY studies have found the Index of Consumer Sentiment compiled by the University of Michigan's Survey Research Center to be a useful explanatory variable for consumer expenditure, especially on consumer durables.' Why should this be so? This paper seeks to provide an answer to this question.2
The liquidity hypothesis views the composition of the household balance sheet as a major determinant of the probability of financial distress. When indebtedness is high and consumers thus have large contractual payments to service it, financial distress is more likely. On the other hand, when the value of financial assets is high, the likelihood of financial distress will fall, since consumers have a larger buffer against bad times. This reasoning suggests that if the index of consumer sentiment is a measure of perceptions of the probability of financial distress, it should be negatively correlated with household indebtedness and positively correlated with the value of financial assets.6
Using data from the period 1954:1 to 1976:4,7 a regression based on ordinary least squares was used to test the proposition above. The index of consumer sentiment was regressed on both household liabilities (DEBT) and financial-asset holdings (FIN). Both the DEBT and FIN variables, which are described in more detail in my previous BPEA paper, are in per capita terms (thousands of 1972 dollars per capita) and are values for the beginning of the quarter. Because of severe autocorrelation of the residuals, the regression has been estimated with a correction for first-order serial correlation using the Cochrane-Orcutt procedure. The resulting estimates, with t statistics in parentheses and the coefficient on u-l equaling the first-order serial-correlation coefficient, appear below. The liquidity hypothesis also implies that income expectations, as to both the mean and the variance, affect consumer perceptions of the probability of financial distress.9 Higher expected income lowers the probability of distress and greater uncertainty raises it. In addition, Hymans, as well as Juster and Wachtel,'0 points to the effects of price inflation on consumer sentiment. To reflect these factors, income and price variables similar to those used by Hymans have been added to the regression equation 1.11 Also a dummy variable for the oil embargo period has been added, since income, price, and balance-sheet variables would not capture changes in consumer expectations due to an adverse, exogenous, economic event.'2 The ordinary least-squares estimates of this regression, estimated over the period 1954:1 to 1976:4, again correcting for serial correlation, appear below. Note that although many of the explanatory variables are determined simultaneously with ICS, since consumer senti-8. Some of the possible effects of aggregation on the size of the DEBT and FIN coefficients have been discussed in Mishkin, "What Depressed the Consumer?"
The opposite signs on these coefficients could result from an attempt to track the essentially trendless ICS with those variables, both of which have strong upward trends. Adding a time-trend variable (which turns out to be very insignificant) to equation 1 or deflating the DEBT and FIN variables by income to eliminate trend does not appreciably alter the results. The DEBT and FIN coefficients retain their signs and high level of statistical significance.
The null hypothesis that the DEBT and FIN coefficients are equal but opposite in sign can be rejected at the 1 percent level: t = 6.55 while the critical t at 1 percent is 2.6. 
results of Hymans and of Juster and Wachtel, the filtered sentiment variable does comparatively poorly and is insignificantly different from zero.26
The previous work on the liquidity hypothesis leads to the table 1 equation of the form of 1-4, which has been reestimated using the revised data and the extended sample period. The results are similar to those that I reported in my earlier BPEA paper, with the coefficients of balance-sheet variables continuing to be significant at the 1 percent level.27 To the extent that consumer sentiment variables reflect balance-sheet considerations, when they are included in equations with balance-sheet items their coefficients should decline in size and their asymptotic t statistics would fall.
Only if these variables contain information on perceptions of financial distress not included in the balance-sheet and income variables in equa-
26. This result is somewhat disturbing since these studies indicated that only the filtered variable-and not the level of ICS-would be particularly useful for consumer-durable forecasting. This is not borne out by the results found here and does cast some doubt on the usefulness of sentiment measures for forecasting.
27. The principal reason for the smaller coefficients on the balance-sheet items relative to those in my previous work is that the national income accounts, as revised, do not count expenditure on mobile homes as part of consumer-durable expenditure. Tables 2 and 3 lagged auto stock which is generated in the same manner as KD-i, using quarterly depreciation of 0.07. For all other variables, see table 1, above. c. Sum of coefficients on a five-quarter polynomial distributed lag of a stock-market-assets variable, which is constrained to equal the coefficient on nonstock financial assets.
Balance-Sheet Variables, 1954-76 Sample Periods
of Hymans and of Juster and Wachtel and with my earlier work.29 It seems that liquidity considerations would be more important for bigticket durables, where the absolute size of the loss from holding these assets during financial distress would be greater.
Summary Remarks
This paper suggests a new channel through which consumer sentiment affects the purchase of durable goods. According to this view, the index of consumer sentiment reflects consumer perceptions of the likelihood of financial distress, which have a potent effect on the decision to purchase durables because of their illiquid nature. Since the probability of financial distress shifts with the mix of household assets and liabilities, the index of consumer sentiment should be related to movements in balance sheets. Empirical evidence is consistent with this view.
The question then arises: how useful are variables reflecting consumer sentiment versus those reflecting balance sheets in predicting expenditure on consumer durables? The empirical evidence indicates that sentiment 29. On the other hand, the percentage loss for autos may be less than that for nonauto durables because used-auto markets are well developed. 
Discussion
ROBERT HALL and John Shoven stressed that the balance-sheet variables used by Mishkin as independent variables are not exogenous. Shoven remarked that a relationship of reverse causation was equally plausible: the degree of optimism a consumer had about the economy might determine the composition of his portfolio. Hall saw no evidence of a causal relationship in which fear of financial distress aroused by the balance-sheet variables led to a decline in consumer sentiment. And in view of the high degree of concentration of equity ownership in the United States, the coefficient on the assets variable was much too high to be interpreted as a wealth effect. He felt that Mishkin's analysis showed only that consumer sentiment, consumer spending, and the stock market seem to be affected by common factors and are therefore highly correlated. Mishkin replied that the importance of household liabilities in his analysis provided some support for the view that changes in balance sheets affect consumer sentiment and consumer spending. Also, as was mentioned in the discussion of his previous BPEA paper, there is evidence that is not susceptible to the reverse-causation problem in Friend and Lieberman's cross-section study, and that indicates that the stock market can have sizable effects on consumer spending.
Thomas Juster believed there were strong reasons to expect some relationship between financial variables and consumer sentiment, but Mishkin's was the first study to have found them. He suggested that the inclusion of the most recent three years had led to this finding. Frank Schiff reasoned that the effects on sentiment might occur only beyond certain threshold levels of indebtedness or rate of change in stock-market values. He also urged a fuller exploration of the possibilities for greater use of direct observation of such effects through interview surveys.
Juster found it implausible that, with no change in net worth, consumers would feel worse off simply by changing one asset for another, a result implied by Mishkin's equations. Why would someone feel more gloomy after buying a car? Shoven remarked that one might expect the opposite result: more confident people were more prepared to go into debt. Michael Lovell noted that these considerations raised the issue of whether wealth or liquid assets belonged in explanations of consumer behavior. Mishkin replied that the analysis of this paper is quite consistent with the increased willingness of more confident people to incur debt: a healthy balance-sheet position at the beginning of the period, which encourages confidence, will make the consumer more likely to purchase durables and incur debt. In addition, the purchase of durables is often accompanied by continuing improvements in the consumer's financial position, and thus the consumer would not necessarily feel more gloomy after a purchase of durables.
